

















N. A.C A. BULLETIN 


Vol. XXVII, No. 20 June 15, 1946 











IN THIS ISSUE 

Industrial Accounting in a Competi- 

tive Economy, by Mason Smith:.. 995 
Accounting and Profit Determina- 

tion for Construction Contracts, 

by Roy M. Abagnale............ 1008 
A Simplified Method for Figuring 
Payrolls, by Milton E. Mengel... 1020 


ee 




















EDITORIAL DEPARTMENT NOTE 


Business executives generally had hoped that with the cessation of hos- 
tilities it would be possible, after a reasonable reconversion period, to begin 
satisfying the huge demand for s. Unfortunately, the disturbed la 
situation has drawn management's attention to more immediately pressi 
problems. It is however, to be reminded of the important role which 
cost accounting is destined to play as soon as the labor situation stabilizes 
itself. Accordingly, Mason Smith presents in our leading article some of 
the major problems confronting business, points out the factors involved 
in each and possible avenues of approach to their solution. 

Mr. Smith, a certified public accountant in Illinois, graduated from North- 
western University School of Commerce in 1924 and a year later obtained 
a Master’s de from that institution. His experience includes teaching 
at Georgia and Ohio State Universities; he was at various times Assistant 
General Manager of operations of Kroger Grocery and Baking Co., and 
Director of Personnel of Marshall Field and Co. From 1932 to 1935 he 
was with James O. McKinsey and is now a Partner in McKinsey, Kearney 
and Co. He has always been active in N. A. C. A. affairs, having served for 
two years as Assistant Secretary of the Association, and currently serving 
as National Vice President. 

The construction industry, in the opinion of Roy M. Abagnale, author 
of the second article, will probably occupy first place in volume of business 
for some years. He therefore takes us behind the scenes and presents the 
distinctive features of accounting for the construction industry. His lon 
public accounting experience has afforded him considerable contact wi 
the business of construction contractors. The problems of this business 
revolve about cost accounting, including distribution of overhead and prop- 
erty accountability. 

r. Abagnale is a graduate of Columbia University and of Pace Insti- 
tute, New York City. He is a certified public accountant of New York and 
Massachusetts, and has had over twenty years of public accounting experi- 
ence. In addition to his public practice, Mr. Abagnale is currently acting as 
Management Consultant to Hampden Brass Co., Springfield, and Stevens, 
Walden, Inc., Worcester, Massachusetts. ' 

Payroll accounting has received a great deal of attention both in industry 
and in our publications. It is always fascinating to see how ingenuity and 
common sense can be combined to produce a new solution in the form of 
a time and labor saving device. 

Milton E. Mengel, the author of the third article in the current issue, 
received his accounting education at the University of Wisconsin and his 
early accounting training in various firms in the Milwaukee area. Since 
joining the Burroughs organization over eighteen years ago, he has special- 
ized in machine accounting methods. For the past eight years he has been 
connected with their home office staff as Director of the Industrial Division. 
He is a member of the Saginaw Valley Chapter of N. A. C. A. 





Articles published in the Bulletin present many different viewpoints. In 
publishing them the Association is not sponsoring the view expressed, but 
is endeavoring to provide for its members material which will be helpful 
and stimulating. Constructive comments are welcomed and will be published 
in the Forum ion of the Bulletin. 
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INDUSTRIAL ACCOUNTING IN A COMPETITIVE 
ECONOMY 


By Mason Smith, Partner, 
McKinsey, Kearney & Co., Chicago, II. 


HESE are difficult times to attempt to make any contribution 

in the general field of business or its accounting problems. No 
sooner does one get his house in order than the rules of the game 
are changed either by modification or complete reversal, thus mak- 
ing what seemed to be a sound procedure or policy obsolete, or 
partially so. It is also difficult because many of the ideas which 
have motivated the activities of many of us in an attempt to gain 
success in competitive business have been severely tested, amended, 
revised, and in some cases, discredited during the past few years. 
Further, it is difficult because we are attempting to discuss a sub- 
ject which applies primarily to a time which will come at some 
indefinite date in the future, after the problems of the war have 
faded into the background leaving their scars as well as their 
lessons. 

It seems worth while therefore, to reorient ourselves, to point 
out some of the characteristics of the competitive economy that 
lies ahead of us, and to attempt to gear the industrial accountant’s 
job to the problems which will arise in the minds of American 
business executives as they operate in this revised competitive at- 
mosphere. It seems best in attempting any contribution in this 
field, therefore, to sharpen our ideas concerning our concepts of 
competitive economy as we may find that economy to exist hence- 
forth. 


Return of Free Competition? 

Prophecy is always dangerous but logical projection of demon- 
strated trends is frequently useful. It is worth while, therefore, 
for us to consider some of these trends and to see where this con- 
sideration leads us. It is probably redundant to mention that the 
idea of competitive economy which existed prior to 1930 will 
never return, at least to the degree that it existed at that time. It 
seems self-evident that one cannot look forward with any great | 
prospect to a period in the foreseeable future when the individual 
business or businessman can expect to operate in what we called 
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an atmosphere of “free competition” again. That atmosphere had 
many drawbacks. It created many problems, some of the effects 
of which we find all about us in these troublesome days. I think 
it is sufficient to settle for the fact that we cannot expect to oper- 
ate in the future as owners or managers of business with a degree 
of freedom of action with which we operated up to about fifteen 


years ago. 


Business and Government 

The competitive economy of the foreseeable future probably will 
be characterized by the continued interest of government in the 
affairs of individual businesses. This interest will probably grow 
along the lines of control of investment in the starting and ex- 
panding of business, the expanding services of various govern- 
ment departments to either aid or harass the businessman, de- 
pending upon his point of view, the continued existence of a heavy 
tax load, and other similar matters. I think again we must settle 
for the fact that he who attempts to serve management without a 
knowledge and appreciation of these expanding relations between 
government and business will serve management inadequately. 


Business and Labor 

The competitive economy of the foreseeable future will also 
stress increasing and maturing concepts of labor’s sphere in in- 
dustry. I have felt for some time that the day would come when 
responsible, statesmanlike leadership of labor, coupled with re- 
sponsible, statesmanlike leadership in the executive ranks, would 
find a more tenable basis for the discussion and solution of mutual 
problems than has been the case during the past several years. 

While the labor movement is in the headlines we think of it in 
terms of strikes, contract violations, work slow-downs, etc. We 
will, in my judgment, grow to think of it as but one part of a 
business movement which eventually will be guided by a somewhat 
more realistic leadership than large segments of the labor move- 
ment now enjoy. I see little difference between the present status 
of the labor movement and a period of similar development which 


_ has been experienced in railroading, public utilities, business com- 


binations, and trusts and investment banking. It seems almost as 
if new ideas or attitudes must overextend themselves in their de- 
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velopment of power until the corrective attitude of public opinion 
brings them back to reality. The promotor, the expansionist, the 
quick profit people start things and develop them quickly. When 
they become overdeveloped we seem to find a way to introduce the 
sane judgment and the statesmanlike approach of operating leader- 
ship which must run the machine after it is fixed. I think it is 
true that we must face the future with the realization that we 
will never be without organized labor bringing to bear in a con- 
stantly increasing sense and in a constantly more realistic atmos- 
phere the attitudes, opinion, and force inherent in such organization. 


Business and the Public 

This new competitive economy will probably bring with it an 
increasing sense of responsibility on the part of business execu- 
tives to project the affairs of their companies favorably in the 
public eye. More and more of these executives will realize that 
they must operate in glass houses, that they must win in the long 
run from having sound products, carefully developed, produced 
and sold at low cost and at reasonable prices. To accomplish this 
end they will realize more and more the necessity of a clear, simple 
plan of organization and the responsibility for the provision of an 
atmosphere within each business which allows men of ability to 
grow. They will realize this because it is good business to allow 
such men to grow. The shortest cut to good products effectively 
produced and sold at low cost lies in the selection and development 
of superior people, so organized that their efforts are effectively 
directed and coordinated in a manner that allows those people to 
grow as their abilities manifest themselves. I believe it is self- 
evident, therefore, that you and I must face. a future in which 
the really sound businesses will have a greater sense of obligation 
to their stockholders, their public, and their employees. 


Business and International Trade 

It seems quite clear that many more businesses will emerge from 
the war with their collective ears to the international trade ground 
than was the case prior to the war. Much of the world is bank- 
rupt in both a financial and a physical sense. It is a truism of eco- 
nomics that the source of wealth and its growth is assured only 
through production. Such production will need the help, on a thor- 
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oughgoing business basis, of the American industrial machine, 
which is all oiled up and ready to go in our own country. It seems 
clear, therefore, that we must be more aware of world conditions 
and the handling of foreign trade matters than was required of 
us in the period of relative isolationism in which we found our- 
selves prior to 1940. 

Probably a number of other trends could be enumerated but 
these are sufficient to develop background against which we can 
outline some of the problems that will face the industrial account- 
ant in helping his management find solutions to them. 

It may be blunt to say that too large a number of industrial ac- 
countants have not prepared themselves to accept the opportunity 
and responsibility which faces them in such a time of change and 
_ challenge. Having been a teacher of accounting once myself, I 
feel safe in the assertion that we are too eager to consider an ac- 
countant competent merely because he understands accounting tech- 
nique. Our students of accounting give dignified acquiescence to 
those other courses in the schools of business which deal with mar- 
keting, industrial relations, and business organization. The typical 
student’s goal is the C.P.A. certificate which he believes marks him 
as a finished product in the accounting field. This tendency is not 
only true of accountants but is equally true of engineers. There 
is something about the exactitudes of mathematics, work sheets, 
graphs, temperature readings, and other seemingly exact imple- 
ments of the trade of the accountant and the engineer which seem 
to close his mind wholly or partially to the significance of his re- 
sults and the inexactitudes which lie in almost any practical busi- 
ness problem. Let us see, therefore, what we can do to place our- 
selves in a position to render realistic service to our managements 
as they wrestle with these problems that are inherent in the new 
competitive economy. 


Factors in Government Relations 

In the field of government and its relation to business, we could 
probably discuss endlessly the problems which will arise. It goes 
without saying that most executives will look to either their ac- 
counting officer or accounting counsel for interpretation or help 
on the various tax laws, cases, regulations, directives, and rules 
which are laid down by government bodies. If the business is 
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large enough a substantial position may be created, usually within 






































Ri the accounting department, filled by a man who is extremely com- 
a petent as a specialist in these fields. Smaller businesses usually find 
of it profitable to rely on their accounting counsel for such assistance. 
sal Over and above this small day to day requirement lies a broader 
field. Your management, for example, may be faced with the prob- 
bait lem of presenting its case for alteration or amendment of some 
me directive or law, and will have to lean on you to prepare the essen- 
" tial data for that case. You can do only a partial job of such 
? preparation if you attack the problem purely from an accounting 
a point of view. You will have to know, understand, and appreciate 
iy the factors of policy and general objectives of the business which 
the will be affected by the action which you are attempting to obtain 
7 from the government. In other words, it won’t be enough to pre- 
ye sent the facts, you will have to bring to bear on the problem 
ins enough imagination and enough of the newspaper reporter’s abil- 
to ity to present those facts in ways that will interest the reader and 
is lead him logically to the conclusion that you want him to reach, I 
ical have observed, for example, a number of claims prepared under 
7 Section 722 of the Internal Revenue Code. I am sorry to report 
not that those prepared entirely from an accounting point of view have 
mE in my judgment little chance of success. Many of these claims 
ee would be substantially enhanced by additional evidence which would 
ale require a thorough understanding of market analysis, research and 
ais development activities, organization problems, and many other fac- 
ai tors. While the need for presentation of claims under this code will 
mr inevitably pass, other similar presentations to government bodies 
me will be required as government keeps its hand in the operation of 
nel private industry. In this field, therefore, it will not be enough for 
ee you to be a good accountant; you will have to understand and 
appreciate many other factors which do not lend themselves to 
typical accounting treatment. 
sald Factors in Labor Relations 
oes In the field of labor and industrial relations many of us are-well 
a equipped technically to develop basic information. Most of us have 
help an understanding of such basic matters as standard cost account- 
oles ing, time study, standard machine times, and other factors. We 
mt fail, however, in breathing life into such basic information which 
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makes it usable, not to combat the labor movement, but to en- 
lighten it. It does little good to tilt windmills by cussing out the 
statements which are used by some labor organizers with reference 
to the facts of the business. It does little good to read printed 
booklets which show all kinds of incentive systems in the guise 
of a boogey man which organized labor is told to avoid. Such an 
exercise may be very helpful in letting off steam ; it may generate a 
great deal of heat, but it will cast little light on the problem. It 
comes down largely to a question of good old salesmanship. At the 
moment, the labor leaders of industry have done a better job of 
selling the rank and file of labor on their program. Industry, on 
the other side, must meet such a problem in the same way you 
always meet your competitor—by again outselling him. The basic 
facts which are in the hands of the accountant need the touch of 
the advertiser and promoter to make them live. The industrial re- 
lations program needs to be brought down from lofty peaks to 
the plains of realism in terms that the laborer can understand. The 
facts of business at your command must be fully developed and 
honestly presented. This requires an ingest and a sense of news 
value of which the typical accountant has, .; 

‘actors in Pyblic Relations mete 

Tn the field of enlightened public relati ‘ons, the accountant again 
has the raw materials. He has the sugar, the flour, and the short- 
ening of business facts, but he lacks the imagination to make the 
mixture rise. I commend to all of you the reading of the 1944 
report of the Caterpillar Tractor Company, and the 1945 report 
of the Jewel Tea Company as illustrative of the injection of news 
values into the presentation of the figure facts of two well known 
businesses. These reports brought out information that the pub- 
lic, the stockholder, and the employee, yes, even the customer 
could understand. These same figures could have been presented 
in orthodox accounting form and would have lost 90 per cent of 
their effectiveness. This sort of treatment on the part of the ac- 
countant requires him to have a grasp of the objectives of the 
business, the underlying philosophy of the business in connection 
with its relations to the public, and an ability to translate this 
knowledge through the eyes of a reporter who understands the 
value of headlines in news presentation. 
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Figure-Minded Management 

You may say this is all very well, but how do we go about placing 
ourselves in position to render this kind of service to our manage- 
ments. This is a fair question and I will try to suggest a few 
answers. 

I believe that most business executives are probably more figure- 
minded than they have been at any time in our lifetime. This has 
been brought about by the reliance which these executives have 
had to place in their accounting and financial officers in their deal- 
ings with the WPB, the OPA, the Price Adjustment Boards, and 
in the development of information covering various types of con- 
tracts which were used to cover the production of war goods. No 
matter how sales-minded, production-minded, or personnel-minded 
the executive was when he entered the war, he had to become fig- 
ure-minded to move in the atmosphere which surrounded his oper- 
ations during wartime. It seems to me, therefore, that the first 
job we might all consider is the ways and means of maintaining 
this wartime relationship with our executives as we go along the 
toad of the new compt ‘e economy. It is self-evident that the 


_. Same techniques whic! re used during the war have many ap- 


plications in helping « ‘executives decide the problems of peace- 
time production and « © ibution. For example, a company faced 


with the problem of quotiti~’a'price on a new item to be made iA | 


large quantities went through an experience, the requirements of 
which are very similar to the preparation of a bid for a large por- 
tion of the firm’s output to be sold through a large mass distribu- 
tor. Your company may be faced with the question of making a 
contract with one of the large mail order houses, for example, 
which would provide an outlet for 20 per cent or 30 per cent of 
your plant’s total production. It may be that your company had 
never considered such a move prior to the war. It may well be 
that the head of your company has become intrigued with the 
Possibilities of such a large scale order providing him with a 
chance to buy materials in quantity, to tool up for low cost oper- 
ation, and to balance his production curve. If you handle yourself 
Properly you can bring real light to bear on the kind of contract 
that should be negotiated, the price at which merchandise can be 
sold, and the probable profit resulting from such an operation. It 
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is a direct transfer of the reliance which your executive placed on 
you in negotiating a war contract during wartime. I believe, there- 
fore, that one of the ways that we can all prepare ourselves to 
render an effective job is to seek out the reasons for improved 
relationships with our executives which came out of our wartime 
figure experience, and to have the imagination and the ability to 
utilize that confidence which these experiences caused our execu- 
tives to have in us in dealing with practical competitive conditions 
during and after reconversion. 


Applying Wartime Techniques 

Probably the war generated more interest in manufacturing 
methods and standards than has been present for many years prior 
to the war. Works managers, industrial engineers, superintend- 
ents, and foremen were pressed for increased output as they had 
never been pressed before. They became keenly aware of the pos- 
sibilities of improving manufacturing methods, developing stand- 
ards, the installation of incentive plans, and other devices to get 
the goods out. This experience has made them a receptive audi- 
ence to the kind of information which you can develop in pointing 
out places where costs can be cut through the application of the 
same techniques as they applied in wartime. 


Studying Trends in New Fields 

Wartime experiences seem to jar us all out of our so-called 
normal commercial ways of life. The economy of the country was 
literally turned inside out to produce all kinds of things to imple- 
ment the war program. Many businesses should be thankful, in a 
selfish way, that the war arrived to give them a chance to get out 
of a field in which they were engaged previously. As peacetime 
commercial operations appear in our new competitive economy, we 
are seeing all about us radically changed policies being followed 
by many businesses. A number of prewar products have become 
wholly or partially obsolete through the technical developments of 
the war. In many other instances, however, radical changes in 
products, methods of distribution, and other matters have not been 
thought through. In the radio industry, for instance, it is claimed 
that about 90 per cent of the companies which were in existence 
in 1929 were out of business by 1933. It is self-evident that the 
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electronics field has had a highly concentrated dose of research 
and development during the war. I do not have the figures to in- 
dicate how many firms which were not in the radio and electronics 
business are now contemplating entering that field but the number 
must run into the hundreds. You, as the accounting officer of your 
business, can render a great service to your management if you 
will undertake the study of the basic trends in any industry which 
your management contemplates entering, so that you may cast the 
cold objective light of the facts and trends upon the contemplated 
action. In my judgment, therefore, you should give attention to 
broad industry information and should attempt to interpret the 
trends of that information. You should also try to bring out the 
basic economic facts which bear on the desirability and possible 
profitability of the entrance of your company into any new field. 

If you do not have the manpower or the time to do it yourself, 
I feel that you should insist, so far as possible, that such infor- 
mation be developed and made available before the firm’s assets 
are committed to any radical change. In summary, therefore, you 
must be ready to help your management through the development 
of sound practical industry and trend information, objectively 
presented, so that your management may have the opportunity to 
bring as many facts as possible to bear on a contemplated action 
before they take it. 


Distribution Cost Studies 

This new competitive economy is apt to bring about consider- 
able change in the distribution picture. We have made some 
studies, for example, in the household refrigerator field. In 1939 
and 1940 it was clear that the mass distributor had found a way to 
move a satisfactory product in that field from the factory to the 
consumer at demonstrated cost savings. You may recall that in 
the spring of 1940 one large refrigerator company drastically cut 
the price of its merchandise, opened branch warehouses, and 
changed its plan of distribution in an attempt to checkmate, in part 
at least, the advantage which the large mass distributor had demon- 
strated. The war came too soon after this move to determine what 
might have happened, and I raise the example only to indicate 
what may happen again. It seems transparently clear to me that 
the drive for lower costs in the foreseeable future may well pre- 
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sent many opportunities to the well trained accountant to help his 
management find a way to reduce distribution costs. You will not, 
as an accountant, accomplish much in this field if you consider 
the matter largely from the point of view of accounting for or 
allocating distribution expenses. You will have to gain a knowledge 
of the marketing processes which might be utilized, and gather 
information concerning the probable results and changes in the 
marketing process if a change is applied to your company. Any 
marketing problem is full of intangibles and your great danger 
in dealing with this problem as an accountant will lie in your reluc- 
tance or your inability to understand the lights and shadows which 
are involved in practically all marketing decisions. My feeling is, 
therefore, that you would do well to study the field of marketing 
and gain a practical understanding of the problems that are in- 
herent in the selection of the proper channels of distribution, the 
cost of serving marginal areas, the relative advantages of a com- 
plete line of products versus specialization, and many other 
questions. 


Personnel Policies 

I have indicated previously my belief that one of the shortest 
cuts to good products and low costs lies in the field of selection and 
development of superior people whose efforts are coordinated 
through the use of a practical, sound plan of organization. Su- 
perior results in the field of competitive sport provide us with a 
lesson here. The Chicago Bears, prior to last year, had not only 
eleven good men, but they had fine second and third line replace- 
ments for their first team. I don’t want to oversimplify the prob- 
lem in business by a direct analogy to this condition in competitive 
sport, but I am sure that if you could critically examine the or- 
ganization structure and policies of developing people in the same 
way that I have been privileged to do, you would come more 
and more to a realization that the really great businesses are “two 
deep at every position.” Industrial and commercial leadership on 
the part of any company seems to carry with it the obligation to 
allow people of ability to grow, if outstanding people are to be 
attracted and held in such number as to maintain that position of 
leadership. I recall that shortly after V-J Day I was talking with 
the president of a large company located down state on this very 
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subject. He said: “We didn’t realize how many good people we 
had until the inevitable shorthandedness of war forced us to place 
responsibility in relatively inexperienced hands. The war experi- 
ence has taught us that we must give more attention than we did 
before the war to the more rapid development of our people and 
we have set a definite program to implement that idea, even though 
we now have more competent people than we have an immediate 
place for.” It seems to me that that president has set a course which 
will provide that company with the priceless ingredient of good 
executive talent. I believe that you, as the accounting officer of 
your company, can render service to your management in calling 
attention, through your natural examination of the payroll and 
salary structure of your business, to those situations in which the 
company is vulnerable because of inadequate development of ex- 
ecutive replacements. 


Organizational Structure 

I feel that one other major problem that will face most of us 
lies in the field of organization. I am talking here of the structure 
of the organization and not the people who operate within the 
structure. We are all familiar with many disruptions of the plan 
of organization due to wartime necessity. I feel that the ac- 
counting officer can render help to his management by calling 
attention to duplication of effort, lack of clarity in the handling 
of activities, and other weaknesses in organization structure. I 
feel also, however, that in this field the accounting-trained man is 
apt to make serious mistakes because he will attempt to deal too 
objectively with the subject of organization which, in the last 
analysis, is very much of a subjective matter. It will help you 
somewhat to become familiar, through reading in the field of or- 
ganization, with certain so-called principles or criteria by which a 
given organization structure can be appraised. These criteria 
probably can be found in at least fifty books and articles. The 
essence of the help you can give your management lies not in 
calling attention to those aspects of your company’s organization 
which do not fit the so-called pattern. Your help can be realistic 
only if it can bring out ways and means to amend your organi- 
zation structure, judged primarily on the basis of the ability of the 
amended structure to utilize more practically the abilities of your 
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present personnel. You can attack this from the cost point of view, 
from the point of view of fixing authority for expenses, and other 
natural avenues which are open to you in the performance of 
your accounting function. I suggest, therefore, that you become 
familiar with the subject of organization through reading and 
discussion and, armed with that information, you look into your 
own structure with a practically critical eye, trying to find ways 
to eliminate or checkmate the limitations which your present 
structure seems to have. 


Analysis of Accounting Department's Operations 

It seems to me there are two more natural avenues that you 
should explore carefully in preparing yourself to render better ser- 
vice in this new competitive economy. The first requires a care- 
ful analysis of your own department’s operations to bring them 
to a low-cost basis. Review the reports which are needed by the 
management to run the business, look into methods of order han- 
dling, stockkeeping, and other methods and procedures problems. 
Review the organization structure that you have to perform the 
accounting function and see if there are duplications or elimina- 
tions that need attention. Review your installations of mechani- 
cal equipment in terms of effectiveness and cost. Re-appraise 
the people that you are using to man your organization and take 
the same medicine in your own department that has been indicated 
previously for other departments. 

In other words, the first thing to do is to get your own house in 
order to produce accurate and interesting reports as rapidly as 
possible and at a low cost. 

Again, it is necessary for the accountant to develop a service 
point of view. The accounting officer is a staff executive and does 
his work best when he finds ways to motivate people to accom- 
plish the ends he desires. Don’t be too smart. Don’t be intol- 
erant. Don’t let your mathematics get the better of your judg- 
ment. Find out how to handle people. Find out how to plant 
ideas with line executives and let them get credit for the genera- 
tion and perfection of the ideas. Help line executives to plan and 
consider the results of their contemplated operations in terms of 
the budget idea. In short, learn to be an effective, respected 
“servant in the house.” 
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I have in this discussion consciously stayed away from matters 
of accounting technique and accounting practice. I have felt for 
many years that the schools of commerce do a fine job in the realm 
of accounting technique, just as the schools of engineering have 
done a fine job in the realm of engineering technique. It is my 
hope that these thoughts may suggest to some readers a number 
of business problems upon which they can render service in 
helping management utilize the facts that accountants equipped 
with sound techniques and with a constantly developing imagina- 
tion, vision, flexibility, and ability to get along with people can 
provide and help make effective. 


The Cost Accountant 


“What is the basic reason that Mr. May finds cost accounting 
imaginative, venturesome, and unconventional? The answer to 
that question, I believe, is that the cost accountant has been 
primarily a student of the business. And in this study he was 
often greatly aided by knowing little, if anything, about account- 
ing as conventionally conceived. Indeed, at times his greatest 
asset was that he didn’t know a debit from a credit. However, he 
did know how to observe, assemble, sort, and coordinate facts 
about the business. Furthermore, he has received immeasurable 
aid from the necessity of working and cooperating with specialized 
knowledge, abilities, and skills of every hue of. the rainbow: en- 
gineers, chemists, salesmen, personnel men, lawyers, managers, 
psychologists, publicity men, idea men, foremen, operators. He 
has been enrolled in a kind of liberal arts school in business, en- 
gaged in a sort of rough-and-tumble coordinated research about the 
business enterprise. 

“In brief, the cost accountant has been first concerned with 
‘knowing’ the business enterprise and second with putting that 
knowledge into the accounting form. This is the right order of 
things and is fully consistent with the fundamental nature of 
accounting.” 

From “Basic Education for Accounting in Business” by John 
W. McMahan in The Accounting Review, April, 1946. 
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ACCOUNTING AND PROFIT DETERMINATION FOR 
CONSTRUCTION CONTRACTS 


By Roy M. Abagnale, C. P. A., 
Springfield, Mass. 


ON FIRST thought this subject does not appear to have a wide 

appeal, particularly to cost accountants who for the most part 
are devoted to industrial problems, but on analysis it will be found 
that many of the problems in construction accounting either par- 
allel many of the phases of industrial accounting or provide in- 
formation and methods which sometimes can be applied to indus- 
trial accounting problems. It might be well to note here that while 
the subject matter covers a field which prior to the war ranked, 
as a rule, at least among the first five in volume of business done 
throughout the United States, from an accounting standpoint 
very little has been done towards disseminating information con- 
cerning construction contractors’ accounts. 

Some years prior to the war, while I was practicing in New 
York, I was on the Committee on Construction Contractors’ 
Accounting of the New York State Society of Certified Public Ac- 
countants. One of the very first steps that the Committee under- 
took was to ascertain the extent of accounting literature on the 
subject. The libraries of the American Institute of Accountants, 
the New York State Society of Certified Public Accountants, the 
Society of Engineers, and the public libraries were all visited, but, 
much to our surprise, we found that treatises on the subject of 
accounting for construction contracts were negligible. As a result 
of the Committee’s work and surveys, the New York State Soci- 
ety of Certified Public Accountants initiated open forums or 
technical sessions in an effort to correlate and standardize, if pos- 
sible, accounting theories and principles in this field. Our Com- 
mittee for a number of years consisted of about ten practicing 
accountants and several members of the Society who were con- 
nected with construction companies as either partners or employ- 
ees, and our open forums on the subject led to much discussion 
and some standardization of practice. We became so ambitious, 
in fact, that the Committee decided to write a treatise or book on 
Construction Contractors’ Accounting, but, unfortunately, the war 
years interfered with that program. 
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R It is probable that the construction industry will rank first in 
volume of business in the. United States for a number of years 
to come, taking into account residential and industrial construc- 
tion, highway construction, tunneling construction, airport con- 
struction, and water front and channel construction. When you 

de analyze these phases of the construction industry you begin to 

art appreciate the tremendous volume of business involved. From the 
nd accountant’s point of view, it seems to me that the construction in- 
ar- dustry is a very fascinating one. To those of us who have to sit 
in- in an office dealing with figures most of the time, watching crea- 
1S- tive work is always fascinating. The construction industry is ro- 
ile mantic, too, in that it has its ups and downs, particularly downs. 
ed, I believe that there is no other industry in the country which has as 
me many failures as the construction industry. Its risks are many 
int and part of those risks can, in many cases, be attributed to the 
on- fact that accounting records and data have been all too insufficient. 

Because of space limitations, I shall be able to cover only the 
ew high spots of construction accounting. I realize, of course, that 
rs” this cannot be altogether satisfactory, since so many phases of the 

Ac- subject which tie in directly or indirectly with what will be said 

er- cannot possibly be covered. 

e 
. Basic Accounting Records 
the Essentially, the problems in accounting for construction con- 
yut, tractors are about the same as those for any other type of indus- 
of try, and like many an industrial plant, the need for adequate 
sult records cannot be over-emphasized. At the outset I should like to 
oci- set forth those subsidiary records which are essential to the con- 
or duct of a successful general contracting business. First, of course, 
0S- we must have our general ledger, cash book, journal, and pur- 
>m- chase journal or voucher record, together with the necessary de- 

ing tailed accounts for accounts receivable and payable. Then, a 

on- general contractor should have an equipment record which will 

loy- provide information concerning the nature of equipment, from 
sion whom acquired, the purchase date, size, capacity or rated horse 
ous, | power, original cost, provision for installation or additional costs, 

: on provision for its principal storage place, provision for a record of 

war _ the equipment as it is moved from job to job, and a provision for 
rental rate. Here I might say that while equipment owned by 
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contractors is generally used in connection with jobs they under- 
take, it is quite common and the practice of many contractors to 
rent such equipment to other contractors when it is idle. The rec- 
ord should also show the estimated life in years or work hours 
and rate of depreciation. 


Equipment Operating Cost Ledger 

Next, one of the essential records for a contractor to maintain 
is an equipment operating cost ledger. While it is not the general 
practice in industrial accounting to maintain operating costs with 
respect to each piece of operating equipment or machinery, it 
would appear that in the general contracting business this is more 
or less essential, due to the fact that the same degree of control 
which is exercised in a manufacturing plant is not available with 
respect to contractors’ equipment. Also, many pieces of contract- 
ors’ equipment become obsolete and inefficient, and operating costs 
are likely to increase appreciably as a result. This operating cost 
record is an essential record and will, over a period of years, fur- 
nish the contractor with dependable information on which the ac- 
countant can base a reasonably accurate allocation of costs to 
specific jobs. 


Job Cost Record 

Still another record which the contractor must maintain is the 
job cost record. That is a record of each job as to location, ma- 
terial costs, labor costs, overhead, equipment charges on all equip- 
ment, equipment rental costs, field office expenses, traveling and 
entertaining chargeable directly to a job, and sundry direct costs 
such as insurance, payroll taxes, outside engineering fees, and the 
like. 


Contract Ledger 

Lastly, a contractor should maintain a form of contract ledger 
with respect to each contract he undertakes to perform, showing 
the exact location of the job, the principal sum of the job, a col- 
umn for extras in connection with the job, the period of the con- 
tract or time within which the job must be completed, and any 
other pertinent informattion which may be included in such a 
record to augment data which a particular contractor may desire 
for his guidance. 
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Before proceeding with the discussion of the several methods of 
accounting and the accounts as maintained by construction con- 
tractors, I think it wise that we should note at this point that un- 
like the ordinary sales contract in which title passes when mer- 
chandise is delivered and a bill is rendered thereon by the seller, 
in the contracting business the owner, that is, the party for whom 
the work is being done, ordinarily certifies, through his engifeer 
or architect, the amount that he has accepted and for which he is 
willing to be billed. Again let me point out the risks that are in- 
volved in the contracting business which consists of a contract to 
do a specific job, generally for a stated sum of money, and usually 
within a prescribed period of time, and that all of these factors 
are subject to inclement weather, undisclosed or unknown hazards, 
heavy wear and tear on equipment due to movements from job to 
job and exposure to the elements. 


Bases for Profit Determination 
Broadly speaking, there are two bases of accounting for con- 
struction contractors. 


1. The completed contract basis or method. 
2. The accrual or annual basis or method. 


Under the first method, profits are withheld from the profit and 
loss statement until the completion of the contract; while under 
the second method profits on contracts in progress are estimated 
periodically to determine that portion of the profit or loss which 
has accrued on work done to date and which should be taken into 
account, With these facts in mind, we can now proceed to a con- 
siderattin of some of the distinguishing features of contractors’ 
accounts. 

Y\ 


Accounts Receivable 

In running over the accounts appearing on the asset side of the 
balance sheet, we would probably find very little difference in the 
accounts as compared with an industrial balance sheet except for 
possibly three or four accounts, the first of which is Accounts 
Receivable. Under this heading, we are likely to find a number 
of variations from the usual trade accounts receivable. First, we 
will find those accounts receivable which have been approved, are 
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collectible within a short period of time, and, therefore, are cur- 
rent. In addition, we may find accounts receivable which, while 
they cover work done, are in dispute for some reason, particu- 
larly where extras are involved. Also, we will find that part of 
the accounts receivable is deferred for a period of time, generally 
until completion of the contract, due to the fact that it is common 
practice for the owner to retain a stipulated percentage of the 
amount billed by the contractor as security for the performance of 
the contract. If the latter two items are not current as has been 
suggested, and not likely to be paid in the usual course of business, 
they should naturally not be classified as current assets. In con- 
nection with the accounts receivable control account, it has been 
found expedient and advisable to maintain in subsidiary records 
an analysis of accounts receivable as to total billing, billing for 
extras, and retained percentages. 


Inventories 

Second in the list of accounts on the balance sheet which will 
bear some examination is the Inventory Account. This account 
generally consists of : 


1. Work in process. 
2. Inventories of excessive materials, repair parts for equip- 
ment, and supplies. 


The work in process account is debited with the cost incurred in 
connection with jobs in progress, that is for materials, labor, over- 
head, and other direct charges, and is credited with the billings 
on the completed portion of the contracts, pursuant to estimates 
or the terms of the contract. The net balance, if a debit, is gen- 
erally carried on the balance sheet as a current asset. In the open 
forums which I mentioned previously, we found varying prac- 
tices among accountants with respect to work in process. 

It is the contention of some accountants that even though profits 
on uncompleted contracts are not taken into the income statement, 
they nevertheless prefer to show work in process as an asset below 
the current asset line and to take up on the other side of the bal- 
ance sheet, as deferred income, the estimated profit on the portion 
of the contract completed. It is the contention of some account- 
ants that this practice more clearly reflects the actual value of 
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work in process. However, it is probably the consensus of opinion 
among accountants that, while this opinion is not unreasonable, 
it is nevertheless the more conservative practice to show work in 
process as a figure representing the difference between costs in- 
curred to date and progress billing. The hazards of the con- 
tracting business are such that what may appear to be a profit 
today may be a loss tomorrow, and for that reason conservatism is 
stressed. Where the contractor ordinarily uses the annual or ac- 
crual method of accounting, the work in process account would 
naturally be adjusted periodically for profits included therein 
which were carried to the income account. It should be borne in 
mind that any appraisal of the work in process account must take 
into consideration the elements of unbalanced bids, losses in- 
curred to date on that portion of the contract which has been com- 
pleted, and any other factors. If these elements are present proper 
adjustment of the work in process account should be made, and 
such losses or adjustments carried in another section of the bal- 
ance sheet or charged off to profit and loss or surplus. Some- 
times, as a result of unbalanced bids or because of excessive bill- 
ings on the completed portion of contracts in progress, a credit 
balance in the work in process account will result. Under the 
completed contract basis of accounting, this credit balance would 
be carried in the balance sheet as a current liability and shown as 
excessive costs billed to date. 

A word of caution is suggested to the accountant at this point. 
If the contractor employs the annual or accrual method of ac- 
counting, that is, estimates profits on uncompleted contracts in 
progress for the purpose of showing such profits in the income 
statement, the accountant should see that adequate reserves are 
provided and that the various methods of computing the estimated 
profit on contracts in progress, about which more will be said later, 
are used, in order to avoid unwarranted distribution of profits, 
payments of income taxes, and subsequent revisions in the income 
statement. 


Deposits 

Further down the line we come to the Deposits account. In a 
very active concern this account may be of substantial amount, 
due to the fact that there is generally a deposit of from one per 
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cent to ten per cent of the contract price to be made in connection 
with the contractor’s bid. Very often there are also deposits on 
plans and specifications. These deposits should be so classified 
in a subsidiary record that items of a current nature are included 
in current assets, while items not collectible for an extended period 
of time are classified under the line. 

































Fixed Assets 

In connection with the item of fixed assets, it might be well to 
point out that generally contractors classify their equipment into 
three categories : 


1. Heavy machinery and equipment, such as shovels, cranes, 
derricks, dredges, tractors, bulldozers, compressors, 
graders, rollers, scrapers, etc. 

2. Miscellaneous tools and equipment, such as pneumatic 
hammers, hose, cable lines, explosive equipment, picks, 
shovels, and the like. 

3. Trucks and autos. 


The above classifications, with the exception of miscellaneous 
tools and equipment, should be accounted for through the use of 
the plant ledger. Often included in the miscellaneous tools and 
equipment are transits, field office equipment, and other items. 
The cost of operation and maintenance of these miscellaneous 
tools and equipment is generally absorbed by contractors in their 
overhead accounts. A point of interest to the average accountant in 
connection with contractors’ equipment is the fact that very often 
contractors will purchase equipment for a specific job and upon 
the completion of that job will dispose of the equipment, rather /, 
than carry it for a future job. Where this procedure is prevalent > 
contractors resort to the inventory method for the purpose of as- i 
certaining the cost of equipment chargeable to a specific job, 
rather than the use of a depreciation or unit cost charge. Nor- 
mally the average contractor will establish a unit cost of opera- 
tion for such a piece of equipment, such unit cost being an hourly, 
daily, or monthly rate which is used for allocation of costs charged 
to a specific job. , 
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Deferrals . 

Several other accounts which find favor among contractors are 
Deferred Accounts Receivable and its contra entry, Uncompleted 
Contracts. The purpose of these accounts in the general chart of 
accounts is to reflect the unbilled portion of the uncompleted 
contract in progress. The accounts are set up at the inception of 
the contract for the total amount of the contract, and as progress 
billings are made a charge to Uncompleted Contracts and a credit 
to Deferred Accounts Receivable would be made for the amount 
of such billings. However, these accounts are not as a rule re- 
flected in the balance sheet. 

The liability side of the balance sheet requires very little com- 
ment except for accounts which have heretofore been mentioned, 
with the exception that the general contractor retains a percentage 
of billings made by subcontractors to him. These retained per- 
centages are held until the completion of the contract, much as 
they are in the contractors’ own case with the owner. 

We come now to a review of the income statement which, as 
you know, during the past decade especially has become the para- 
mount statement in accounting. By that I mean that the emphasis 
seems to have shifted from the balance sheet to the profit and 
loss statement. This would seem to be especially true in con- 
struction accounting where the risks are many, and all too often 
the facts are few. I have already mentioned the two bases of 
accounting, namely, the completed contract basis and the accrual 
or annual basis. 


Determining Profits 


vA Under the completed contract basis, we know that income is not 


taken into the income account until the contract is completed. 


‘ Under the accrual or annual method of accounting, income is taken 


into account as the contract progresses. Very often, however, we 
find a combination of the two methods in use among contractors. 
That is, the completed contract basis is used with respect to all 
small contracts while the accrual or annual method of accounting 
is employed with respect to long term contracts. It might appear 
that a contractor who employs such a combination of accounting 
is being inconsistent. However, I believe that the consistency lies 
in according the same treatment to the same set of conditions from 
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year to year. At this point it may be noted that although profits 
on completed contracts are not taken into account until they are 
completed, the same is not necessarily true of losses under this 
method. Where losses on contracts are apparent, they either 
should be incorporated into the income statement or a proper no- 
tation should be made on the income statement in the way of a 
footnote. This we recognize as one of the cardinal accounting 
principles. 

I should like to review the several methods in use by contractors 
of computing profits or losses under the accrual method of ac- 
counting. They are as follows: 


Billings less costs to date. 

Costs plus a percentage of profit. 
Percentage of completion. 
Percentage of cost of operation. 
Cost accounting. 


CPE p 


Billings Less Costs to Date 

The first method, or billings less costs to date, is perhaps the 
simplest method for computing profits or losses. This method 
may be used advantageously by a contractor who has constantly in 
process a number of small contracts which are completed within 
a relatively short period of time from date of beginning of con- 
struction. However, this method of accounting does not neces- 
sarily reflect an accurate appraisal or determination of income 
earned on the contract. 


“Cost Plus” Contracts 

The second method, or cost plus contracts, is computed by ap- 
plying the agreed percentage of profit to the cost of work at the 
date of billing. Some cost plus contracts provide bonus arrange- 
ments, whereby the contractor is entitled to an added bonus if the 
cost is kept within a stated limit. Such additional profits should 
be spread ratably over the life of the contract, and if there are 
any known excessive costs to be incurred under the uncompleted 
portion of the contract, such potential losses should likewise be 
ratably applied against the entire contract and an adjusted rate of 
profit on the contract determined. 
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Percentage of Completion 


The third method, or percentage of aunibias is determined by 
applying the percentage of completion as certified by the cus- 
tomer’s architect or engineer to the estimated profit on the con- 
tract, or to the contract price, and deducting therefrom the costs 
applicable thereto. 


Percentage of Cost of Operation 

The fourth method, or percentage of cost of operation, requires 
careful inquiry in order to ascertain that the amount of expense 
incurred to date may properly be used to calculate the percentage 
of completion. Under this method the ratio of costs incurred to 
total anticipated costs on contract is applied to estimated profit or 
contract price to determine the amount of profit or loss to date. 
Such an examination might disclose that unusual or unanticipated 
conditions have increased the costs to date, and that extraordinary 
expenses are likely to be incurred in later operations, so that the 
percentage of cost to date to total anticipated cost under the con- 
tract may result in a distortion of the percentage of completion. 
For example, let us assume the following facts: 


NN IEE io oc 5 ves onh “csdnantosies $100,000 
Total estimated cost ........c.eceeeees 80,000 
NOE QOEEE 2.0 0 ove cewesosnd gevie $ 20,000 
ee AE OE bon cae cdivnctecsecetd $ 20,000 


The facts as shown would indicate that the job is 25 per cent 
complete, resulting in an estimated profit to date of $5,000. How- 
ever, investigation might reveal that the work completed to date is 
only 15 per cent of the total work to be done, and on the assump- 
tion that the cost to date of $20,000 will apply ratably throughout 
the contract, we find that the total cost under the contract would 
then be estimated to be approximately $133,000, indicating instead 
of a profit as previously anticipated, a probable loss on completion 
of approximately $33,000. Consequently, 15 per cent of $33,000 
would result in a $5,000 loss to date. The same result may be ob- 
tained by applying 15 per cent to the total contract price of $100,000 
and deducting therefrom the total cost to date, $20,000, resulting 
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in a net loss of $5,000 to date; in substance, a verification of the 
previous method. 

What I am trying to stress here is that, while costs of opera- 
tion may in some instances be a reasonable basis for the computa- 
tion of estimated profits or losses, it is necessary to check and 
recheck the results with the other methods in order to be sure that 
the results obtained are not distorted. 




























/ 


Cost Accounting Method 

The fifth, or cost accounting, method conforms more closely 
than any of the others to industrial accounting practice. Under 
this system determined costs are applied to the completed units, 
the net difference between the unit billing price and such unit 
costs representing the gross income. For example: 


Number of cubic yards excavated ......... 1,000 

Cost of excavating, accumulated .......... $300.00 
Unit cost per yard ........ceccceccccccees $ .30 
Billing price per yard ..........+eeeeeeees $ .50 
FUSS HOE. FONE coc daccvpesocepeccncionss $ .20 


When this method is employed, costs must be kept in sufficient“ 
detail by type of operation. 


Unbalanced Bids 

_ To add to the general confusion, there is also the question of 
unbalanced bids. Very often a contractor, anxious to obtain a 
large contract for which he has insufficient capital to begin the 
contract, may resort to an unbalanced bid. Let us assume a $1,- 
000,000 contract on which there is considerable excavation, con- 
creting and erection. Assume further that normally the bid prices 
for this work would be as follows: 


En bog nckteo nes onbsenna een $100,000 
COREE, oo vcdsacens saonskinetenn< 300,000 
BOUIED ux dkcowe cceeedenserenahvenkbs 600,000 


If the contractor in this instance had made up his bid on the 
basis of excavation $200,000, concreting $400,000, and erection ‘ 
$400,000 he would obtain the greater profit in the early stages of 
the contract and the latter stages of the contract might easily re- 
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sult in losses. In such instances, the estimated profit on this con- 



































, tract should be determined as a whole and the percentage of 

completion to date, based on reliable estimates, should be applied 
f to the total estimated profit on the contract, or contract price, thus 
. avoiding the inclusion in current income account of an inflated 
: profit and the need for correcting that profit at a later date by 


losses that might reasonably occur. Contracts should be consid- 
ered as a unit and not as a series of units. 


Overhead Costs 

One of our pet subjects is overhead costs, and their application 
in construction accounting is of interest to all. However, this 
phase of the subject is a study in itself and might well be covered 
at some future date. It can be said, however, that a good deal of 
overhead allocation depends on the size of the contractor and the 
adequacy of records maintained. Among the average small con- 
tractors very little attempt is made to allocate overhead costs to 
specific jobs. All overhead expenses, such as administrative and 
office salaries, general office expenses, depreciation of equipment, 
major repairs of equipment, insurance on equipment, rent, taxes, 
iY and other items are carried in the accounts and set up in the income 
z statement much the same as the average small commercial con- 
cern might do. With the larger contractor, however, as with the 
large industrial plant, overhead costs are an integral part of the 
cost of the contract and elaborate records, including detailed costs 
of operation, time records of administrative personnel, operating 
costs of units of equipment, and the like are maintained for the 
purpose of spreading this overhead to the respective jobs in an 
acceptable manner. These conditions prevail also with respect to 
payroll records. Here again the small contractor will resort to a 
separate payroll record for each job while the larger contractor will 
maintain adequate payroll records in the home office, keeping time 
cards and all the necessary data concerning employees in the field. 

The construction industry is a major industry in this country 
and I hope that as time goes on the various accounting bodies, in- 
cluding the N.A.C.A., will give more and more consideration to 
the problems of Construction Contractors’ Accounting, in an ef- 
fort to standardize accounting practice in accordance with sound 
accounting and cost principles. 
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A SIMPLIFIED METHOD FOR FIGURING 
PAYROLLS 


By Milton E. Mengel, Director of Industrial Division, 
Burroughs Adding Machine Co., 
Detroit, Mich. 


WHEN employees work at hourly rates, the earnings and de- 

ductions based on earnings vary from week to week, depend- 
ing on the number of hours worked. If the hours worked each 
week were always the same for each employee the problem of cal- 
culating and preparing the payroll would be greatly siniplified, as 
the payroll would be the same each week. 

A large percentage of employees work standard work weeks 
even though paid at hourly rates. Often a single variation from 
the standard work week applies to a large group of employees. 
If a table for the more common variations and for the standard 
work could be set up in advance, payroll calculations would be 
simplified. Detailed calculations would then be limited to em- 
ployees having unusual variations, of which there are few. 


Conditions in a Typical Plant Studied 

The possibility of using tables was studied in a typical indus- 
trial concern having about 3,600 employees. The concern is lo- 
cated in a highly industrialized city. At the time of analysis over- 
time was prevalent but a forty-hour work week has since been 
adopted. Below are shown the averages of the standard work 
week and the variations from the standard common in this plant 
at the time of analysis. 


A ec al Ie atin I netomat st eta neon esitipaiiee cer nae-aaadeerer nett 


Standard work week 62.0% 
Late 1/10 hour (1 to 6 minutes) 3.0 
Late 2/10 hour (7 to 12 minutes) 1.5 
Absent % day—counted as vacation with pay 72 
Absent % day—not counted as vacation with pay 

Absent Saturday 1.2 


Absent 1 full day—counted as vacation with pay 81 


Absent 1 full day—not counted as vacation with pay 
Absent 2 full days—not counted as vacation with pay 1.3 


—_ 


Total 84.3% 
1020 


ibe Sarhenn tathataitenemchieneth ennai ecwerte anti ieeanas tterteeinens uke 


oe 

















































June 15, 1946 N. A.C. A. Bulletin 





In this company, more variations than usual occur because of the 
50-hour work week consisting of five nine-hour days and five 
hours on Saturday. Vacation and holiday allowances are based 
on an eight-hour day. From the foregoing it is evident that if a 
table of earnings, F.I.C.*, and withholding tax were readily avail- 
able for the common conditions approximately 85 per cent of the 
payroll calculations could be saved. 


Operating Procedure 

In the concern referred to, a quantity of tickets was prepared 
for each employee, each ticket showing earnings for the nine 
common variations together with F.I.C., withholding tax, and other 
deductions applicable. These were filed behind employee tabs in 
clock number order. A sample ticket is illustrated in Exhibit 1. 

With these tickets, payrolls are prepared quickly and easily. 
When clock cards are received they are first marked to show 
hours worked, premium hours paid, and vacation or holiday hours 
allowed, if any. A ticket is then pulled to match each clock card. 
The ticket is compared with the respective clock card and, if the 
hours worked are standard without variation, both clock card and 
ticket are turned over without any indication on the ticket. Sixty- 
two per cent of tickets are handled in this manner. If one of the 
variations set up on the ticket applies a line is drawn under it with 
red pencil (22.3 per cent of tickets). If a variation occurs that 
is not set up on the ticket, earnings, F.I.C., and withholding tax 
deductions are calculated and written on the ticket in the blank 
space provided at the top. This is necessary on only 15.7 per cent 
of the tickets, however, as 84.3 per cent fall within the prefigured 
classes. 

When an employee’s earnings reach $3,000 for the year, a line is 
drawn down the F.I.C. column on the employee ticket so that such 
deductions will no longer be made. Exhibit 2 shows a ticket il- 
lustrating a nonstandard condition, with the hours and amounts 
applicable in the specific instance written in the blank space near 
the top of the form. 





*F.LC. refers to Federal Insurance Contributions, more commonly known 


as F.0.A.B. In the exhibits shown it is calculated at 2 per cent rather than 
the present rate of 1 per cent. 
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13.0| 40 | /255| 45) 270-45| H)\ 126 
50.0] 5.0/442.50| 4.25] 46.75] .94] 5.42 
49.9] 4.95] 42.41] 4.21] 46.62] .93] 5.39 
49.8! 4.9] 42.33] 4.17] 46.50] .93] 5.37 
L 45.5] 4.75] 38.67| 4.04 
q 4.0] VH 3.40] 46,11] .92] 5.29 
| 45.51 4.5] 38.67| 3.83) 42.50] .85| 4.54 
| 45.01 2.5] 38.25] 2.13} 40.38] .81] 4.10 
| 41.01 4.5 | 34.85] 3.83 
Ee 8.0] VH 6.80} 45.48] .91/ 5.16 
L 41,0 2.0] 34.85) 1.70] 36.55] .73) 3.31 
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Setting Up the Plan 

The work required to set up this plan is not extensive. In the 
case of the concern studied, the calculation of earnings for each 
of 79 rates for the nine different classifications was equivalent to 
20 per cent of one week’s payroll calculation. A rate chart was 
prepared for each rate on which were also shown the F.I.C. de- 
duction and withholding tax deductions for only those exemption 
units that were active. A sample of this chart is shown in Ex- 
hibit 3. 

At this point a test was made to determine how much time could 
be saved in wage calculating by copying earnings and tax deduc- 
tions directly on clock cards from the rate charts. This saving 
was only 8 per cent of the time required under the usual rating 
and calculating practices. 

From these rate charts, a rate master card was prepared for 
each rate and exemption unit showing earnings, F.1.C. deductions, 
and income tax deductions. An employee master was also made 
for each employee showing the employee’s other deductions. These 
masters may be prepared by some duplicating process, or printed in 
the case of a rate master, if the number required is large enough. 
The rate master when completed looks like the card in Exhibit 1, 
except that the name and other information pertaining to a specific 
employee is omitted, both at the top of the form and in the boxes 
at the bottom. The employee master card shows payroll number 
and name, and fixed deductions (for bonds, etc.). 

With these masters, tickets are created for each employee to take 
care of several weeks’ requirements, the number depending upon 
anticipated change. The rate masters are filed by rates and units 
of exemption with a supply of tickets sufficient to take care of 
estimated requirements. The employee masters are filed in clock 
number order with a supply of completed tickets. To replenish the 
supply of completed tickets for any employee it is necessary only 
to pull the required number of tickets from the rate file and run 
them through a duplicating machine to insert the information from 
the employee master. 


Advantages 
This plan offers many advantages in payroll calculation. Some 
of them follow: 
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Eliminates rating. 

Eliminates checking of rates. 

Eliminates 84.3 per cent of the wage calculations.* 

Eliminates 84.3 per cent of the checking calculations.* 

Eliminates 84.3 per cent of F.I.C. calculations.* 

Eliminates 84.3 per cent of income tax calculations.* 

Eliminates copying deductions on clock cards or rough 

payroll, or the handling of separate deduction record 

cards. 

8. Provides complete, easy-to-handle media for preparing 
payroll records. 

9. Provides a simple means for flagging the tickets of em- 
ployees whose earnings are no longer subject to F.I.C. 
deductions, merely by the drawing of a line through the 

F.L.C. column or omitting the figures from it. 


YVOoxverew nen 


Payroll calculations by this method require only 23.4 per cent 
of the time required under the usual procedure, contrasted with 
the 92 per cent required during the test run when extensions were 
copied from rate charts (Exhibit 3). Accuracy also is greater 
since on 84.3 per cent the writing of earnings and deductions is 
eliminated. One of the most important advantages of the plan 
is that the payroll calculations can be completed sooner, overtime 
in the payroll unit can be eliminated and, therefore, the work of 
actually writing the payroll check or payroll envelope can be 
started sooner. 


* The percentage of calculations eliminated is that obtained in the typical 
concern studied. It will, of course, differ in specific cases. 
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Postwar PRIcING 


Editor, N. A. C. A. Bulletin: 


I read with great interest the comments of Mr. Eggeman in the Bulletin 
of April 1. Apparently the chief point of difference is that Mr. Eggeman 
argues against the conclusions which might be reached if costs and differ- 
ential costs were displayed in the manner suggested. 

I think that pages 215 to 220 give ample evidence that the dangers are 
understood, but the purpose of this paper was to point out that it is not 
the job of the cost accountant to make these policy decisions and that his 
work is at fault when, because he does not disclose the elements going into 
his costs and the assumptions upon which they are based, he deprives the 
management of the chance to consider alternatives. Under such conditions, 
the cost accountant succeeds in doing indirectly what he would never be 
permitted to do directly, unless as usually happens, the management goes 
ahead, using its innate business sense and ignoring the cost accountant’s 
figures. 

Until N. A. C. A. defines terms with exactness, I suppose that we are 
free to use our own terms, providing we define them. -(See pages 222, 223, 
224). The term “constant costs” was used to designate certain types of 
costs some of which are otherwise classified as fixed costs and others as 
semi-variable costs. Using four classifications instead of three, we are 
able to confine fixed costs to items such as rent, property taxes, interest on 
funded debt, interest on mortgages, franchise taxes, etc. which go on 
even though there may be no productive activity or in fact no operating 
organization, The use of this four-fold classification enables us to take 
out of semi-variable costs that very large body of costs which is static. 
These costs include the basic management group and the minimum operat- 
ing organization of supervisory, technical, and skilled personnel. When 
such costs are treated as semi-variable costs and are charted, not theo- 
rectically but realistically, (i.e. reflecting what the management would 
actually do in a given situation) it will usually be found that while semi- 
variable costs rise in a series of steps, there will be one long plateau 
which may run over a wide range of production. This reflects the man- 
agement’s determination to retain its basic organization through wide 
fluctuations in volume. These costs and this policy is such an important 
factor in many industries that I suggest it warrants specific classification 
and disclosure as a separate element of cost so that the problem of its 
recovery and the effect on pricing policies, when it has been recovered, may 
be understood and dealt with. 


Harry E. Howe, 
Providence Chapter. 
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Tue Factory AcCOUNTANT’S PLACE IN MANAGEMENT 
Editor, N. A. C. A. Bulletin: 


Mr. Jarchow’s article in the February 15, 1946, issue of the Bulletin goes 
a long way in explaining the many contributions which the factory account- 
ant can make to the efficient and successful operation of a plant. Many 
plant managers and executives look upon their factory accountants as clerks 
or “high-priced bookkeepers” whose heads are stuffed with debits and cred- 
its and very little of anything else. I have found this attitude to prevail 
in large plants as well as in small plants. Very often this attitude is due 
to the lack of vision and resourcefulness on the part of the factory account- 
ant who lacks the necessary “push” or who is too timid to advance to man- 
agement the ideas and knowledge which he has gained in his position as 
factory accountant. Often a little encouragement from the management 
is all that is needed. I hope that Mr. Jarchow’s article will cause many 
plant managements to recognize the vital assistance which their factory 
accountants can give them. 

I have found many instances where the factory accountant himself is 
responsible for being relegated to a “back seat.” I believe Mr. Jarchow’s 
article did not emphasize this point enough. I have known factory account- 
ants who were brilliant and capable and who could fill the bill outlined by 
Mr. Jarchow, but lacked tact and diplomacy. These men assumed a superior 
attitude at meetings and in their association with other members of the 
management who lacked accounting training and were therefore “a little 
slow on the trigger” in grasping what the factory accountant suggested. 

The factory accountant should present his suggestions in simple, nontechni- 
cal terms and be patient in his explanations or answers to questions asked 
by executives not trained in accounting. The factory accountant should 
remember that figures often tell only part of the story and often do not 
disclose causes. 

I think Mr. Jarchow’s suggestion to operating men that they “appreciate 
that there may be a number of kinds of costs, each one appropriate and 
correct for the purpose for which it is intended, but incorrect and mis- 
leading if applied to the wrong situation” is something which factory 
accountants as well should always remember. 

Mr. Jarchow’s article should stimulate thinking on the part of plant 
managers who are presently failing to recognize the valuable assistance 
which their factory accountants can render to them, and on the part of 
factory accountants who are presently not a part of the “team” because 
they haven't “sold their wares” properly. 

ArtHur BARKSTEDT, 
New York Chapter. 
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Userut By-Propucts or a STANDARD Cost RouTINE 
Editor, N. A. C. A. Bulletin: 


S Maitland A. Smith in the April 1, 1946, Bulletin concludes by stating Ri 
- that he intended to provide thought-provoking comments so that readers 
would examine their respective standard cost routines, but not with the a 
thought that action to change be taken “tomorrow”. The article interested Py 
me because of conditions now existing at our textile mill. Material short- 3 
ages and price ceiling increases after standards had been set up early in 4 
the year created a major problem. 

In this article, aid to internal auditing has been stressed in that the 
auditing staff is aided through analysis of unusual variances. Further, new f 
ceiling prices, changed over and over again on the same material, will : 
; result in a situation directing the auditor’s attention to vouchers paid, regard- i 
t less of price variance trends. At the same time, standards set for a yearly 1 
y period, when compared with actuals constantly on the rise, will result in a 4 
y strange price variance which in turn becomes a barometer for the auditor. 
This so-called barometer also provides management with figures for mapping i 
future financial plans. 

Control of valuable materials is also stressed in comparing actual and 
standard usage of materials whether of high unit or low unit value items. 
In the case of a plant which purchases a part of its yarn requirements, 
production schedules and usage variances are affected, since the prices 
paid and the current yarn shortage result.in substitutions of a yarn count 
not originally provided for when setting the standards. This scarcity now 
places yarn high on the list of valuable materials which thus merits more 
attention from management’s viewpoint. The price and usage variances 
on yarn, therefore, become important measuring tools in the hands of 
management and must be readily placed there as well as carefully watched. 
High-priced substitutions in the line of low-priced chemicals and other 
processing materials, when compared with the standard as planned at the 
year’s beginning, will result in price and/or usage variances which tend 
to place these substitutions in the valuable materials category. 

Physical inventory is priced with less experienced help and yet with 
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j satisfactory accuracy where standards are in use. Without available stand- 
4 ards for pricing inventories, the present pyramiding of prices would result 
y in such a problem when pricing physical inventories that only an experi- 


enced cost person could perform the task efficiently. With standards 
already set up, the effect of these price rises has made its appearance in 
the variances where the experienced cost personnel and management focus 
their attention; meanwhile, inventory pricing is in the hands of the less 
skilled personnel. Thus, marked price rises, market shortages, and material 
substitutions do not affect the pricing job, but they are none-the-less con- 
stantly brought to the attention of the cost supervisor. 

The accountant must of necessity look ahead to having his figures an- 
alyzed by auditors. Meanwhile, he must work with foresight in order 
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to be ready for a physical inventory maintaining a standard cost routine 
flexible enough to bring important variances and trends to the fore for 
management’s consideration. For these reasons Mr. Smith’s suggestions 
strike home. 
Raymonp F. Hann, 
Providence Chapter. 


Tue Factory ACCOUNTANT’ PLACE IN MANAGEMENT 
Editor, N. A. C. A. Bulletin: 


Mr. Christian E. Jarchow in his article, “Factory Accountant’s Place in 
Management,” published in the N. A. C. A. Bulletin, February 15, 1946, 
brings into the open for discussion and consideration numerous problems 
confronting our profession during the present and future reconversion 
periods. 

The comment concerning “Costs for Inventories” interests me for it 
approaches a problem deep in tradition and rules of procedure. The cost 
of work in process or finished product on a normal efficient operating 
schedule is basically sound, preventing various expense and labor factors due 
to excess and slack production from distorting inventory values. Concern- 
ing material inventories, it is an accepted accounting practice to record 
them at “cost or market, whichever is lower”. It is my contention that 
they should be recorded at cost; the difference in market value should be 
disclosed as a valuation reserve and an element of cost of sales. The 
adoption of such a proposal would classify and record all current losses of 
an accounting period due to devaluation of material values to correspond 
with current market quotations. This in turn allows for separate valua- 
tion adjustments against individual inventory items when deemed advisable 
and essential. 

The practice of computing‘costs based upon averages over several account- 
ing periods or years presents to the management valuable statistics and 
data for establishing future selling prices. However, it is this writer's 
opinion that moving averages are more suitable for the purpose than 
weighted averages which must be reduced to a common base. 

The author’s clarifying remarks and suggested caution relating to cost 
comparisons and ratios of varying performances is appropriate. It shows a 
realization of the possible errors and illogical conclusions resulting from 
modification of fabricating processes and material costs. This axiom is 
frequently disregarded in transmitting reports to management for scrutiny. 

Mr. Jarchow should be congratulated for his brilliant article which I con- 


sider excellent in its presentation and contents. 
Wa po Rornenrt, Jr, 
Los Angeles Chapter. 
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Orrice OPERATION STANDARDS _ 
Editor, N. A. C. A. Bulletin: 


There have been a few good articles on standards of operation within 
business offices, but altogether too few as compared with standards of 
operation in manufacturing plants. 

This scarcity of written information on office standards probably stems 
from the fact that a good many of us look at an office job as a series of 
complex operations which cannot be converted to a specific routine. Look- 
ing at the office job as a whole, in the smaller size office this is entirely 
true. This does not mean, however, that the office job cannot be broken 
down into a series of steps and a standard established for each step. A 
good example of this is the job in an internal audit section of the com- 
pany. 

Normally, one would not expect to be able to establish a standard of 
operation for an internal auditor, and viewing the job as a whole it does 
seem quite difficult. There are a number of duties, however, which the 
internal auditor is required to do. For instance, bank reconciliations re- 
quire a number of steps: sorting of checks, adding of checks, checking 
canceled checks to disbursement records, scanning endorsements, etc. A 
standard of operation may be established for each one of these steps, if 
necessary. An over-all standard, however, can be established which will 
be based on a certain number of checks per man-hour of operation. The 
question immediately will be raised as to the time required to check errors. 
It is quite true that the checking of one’s own errors in handling a bank 
reconciliation takes as much or more time than the normal reconciliation 
would if there had been no errors made by the auditor. This extra time, 
however, is, in effect, a variation from the standard required to do the 
job. For practical purposes an allowance should be made for a normal 
amount of such errors on the part of the auditor, but if he does his own 
work accurately it should be unnecessary for him to duplicate his original 
work in order to balance his bank account. 

There is an element of fixed time ‘as well as a varying time element 
in arriving at a standard for the bank reconciliation job. It takes about 
as much time to get ready for the job and write down the opening bal- 
ances, closing balances, etc., for a small bank account as it does for a large 
bank account. This should be taken into consideration in setting up such 
time standards. 

What has been said above concerning the setting of standards for such 
jobs as a bank reconciliation can be said for a very large number of the 
other individual duties handled in the modern business office. If such 
standards are developed and used by the department heads, there is every 
reason to believe that office supervisors can do a much better job of con- 
trolling their operation than is ordinarily done in most business offices. 


F. O. KaNent, 
Akron Chapter. 
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S. E. C. Amends Form 10-K and 1-MD—The Securities and Ex- 
change Commission recently announced that it has amended Forms 10-K 
and 1-MD so as to secure a current restatement of the general character 
of the business in which registrants and their subsidiaries are engaged. 
The amendment adds the following paragraph to the instructions relating 
to Item 7 of both forms: ‘ 


In the annual report of the registrant filed for its fiscal year ending 
on or after December 31, 1945, there shall be included, in addition to 
the statement of changes, if any, a brief description of the general 
character of the business in which the registrant and its subsidiaries 
were engaged at the end of the fiscal year, or were about to engage 
if any change was then contemplated. Registrants which have already 
filed their annual report for such fiscal year shall furnish the informa- 
tion in the form of an amendment to the annual report within 90 days 
after the effective date of this instruction. Registrants which have 
not yet filed their annual report for such fiscal year may, if necessary, 
apply for a reasonable extension of time within which to furnish the 
information. 


The above amendment is deemed necessary because of the major changes 
in many businesses as a consequence of war activities or occurring in the 
process of reconversion to peacetime activities. It is also believed that in 
many cases there have been changes which were not significant individually 
but whose cumulative effect over a period of years amounts to a substantial 
change. 

The amendment is effective as of May 22, 1946. 


Taxability of Profit on Repurchase of Company’s Own Bonds—Ac- 
cording to a recent decision of the United States Tax Court the taxability or 
nontaxability of income realized in the repurchase by a company of its 
own outstanding bonds depends on whether the purchase is made through 
brokers, or through direct negotiation with the bondholders. In Lewis F. 
Jacobson v. Commissioner (6 T. C. No. 133) it was held that “as to the 
bonds acquired by petitioner through direct negotiations with the bond- 
holders he is not taxable on the gain therefrom” and “that petitioner is 
taxable on the gain realized in the purchases from bondholders through 
the secretary of the bondholders’ committee and the security dealers.” 













